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REVIEWS. 

Valuation of Public Utility Properties. By HENRY FLOY. New 
York, McGraw-Hill Company, 1912. — viii, 390 pp. 

Engineering Valuation of Public Utilities and Factories. By 
Horatio A. Foster. New York, D. Van Nostrand Company, 
1912.— xvi, 345 pp. 

Valuation of Public Service Corporations. By ROBERT H. 
Whitten. New York, Banks Law Publishing Company, 19 12. — 
xl, 798 pp. 

Significant both of the general interest in the problem of the valua- 
tion of public utilities and of the newness of that problem, is the fact 
that, although there had previously been no extended treatise on the 
subject, three considerable works have appeared simultaneously. Of 
these, two are by practicing engineers, Messrs. Floy and Foster; the 
third is by an economist and lawyer, Dr. Whitten. While all deal with 
the same topic and bear almost identical titles, there is the expected 
difference in the treatment. Messrs. Floy and Foster tend more to 
the consideration of technical problems connected with valuation, and 
with the methods and procedure in conducting investigations. Dr. 
Whitten, on the other hand, places more emphasis on the legal con- 
ceptions, is more liberal in citation of decisions by commissions and 
courts, and deals somewhat more with underlying principles and theo- 
retical considerations. The two former take a more practical view and 
branch off into tables, formulas, and forms ; the latter adopts a broader 
and perhaps a more academic view. The engineers, as is to be ex- 
pected and perhaps to be pardoned , show an extreme confidence in 
their profession, claiming not only that the engineer must estimate 
costs and depreciation, but that he alone is competent to deal with 
the distribution of costs, good-will, and franchise values — questions 
which belong to the sphere of accounting, economics and law rather 
than to that of engineering. And all three authors agree in an atti- 
tude of condescension, if not of contempt, toward the accountant, and 
toward what are called " mere bookkeeping entries." 

In all the works emphasis is placed on valuation for the purpose of 
fixing rates. All accept the conventional doctrine that the basis of 
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valuation varies with the purpose for which the valuation is made. 
One may question whether this distinction is not at times overem- 
phasized, as when Mr. Floy claims that, for taxation, property should 
be estimated not at its normal value but at the price which it would 
bring at forced sale. Accepted custom might make it inequitable to 
value a single parcel higher than its forced-sale value, or at more than 
an arbitrary percentage of its real value. But this does not at all 
establish a principle of valuation. If the basis of taxation is ability to 
pay, there is no reason to emphasize forced-sale value. A palatial 
country house might bring at forced sale no more than a much less 
costly, but more normal city home. The ability of the owners to pay 
would probably be proportionate to the cost rather than to the forced- 
sale value. Dr. Whitten, on the other hand, while giving full im- 
portance to the distinction between a valuation for rate making and 
one for condemnation, does show that in essence they are more nearly 
the same than has generally been admitted. 

For rate-making the more frequently used bases of valuation are 
original cost, cost of reproduction and present value. The engineers 
favor cost of reproduction as tending to approach an expression of 
present value, or at least a hypothetical present value which might 
exist were competition present. Dr. Whitten, on the other hand, 
uses reproduction cost merely as a convenient rule for approximating 
original cost, which he takes as the real basis for valuation. In older 
companies, he claims, it is impossible to resurrect the records, and no 
one can ascertain the actual cost. But an estimated cost of repro- 
duction approximates the original cost as nearly as can be hoped for. 
Messrs. Floy and Foster attempt no theoretical justification of any 
given basis of valuation. Dr. Whitten 's more theoretical mind harks 
back to the sacrifice of the investors. Not what the plant is intrinsi- 
cally worth, but what the owners put into it, is said to be the equitable 
basis for rate regulation. The company, he says, " devoted a certain 
amount of money to a public use and is equitably as much entitled to 
a. fair return on that investment, provided the business can be made to 
earn it, as though it had actually loaned that amount to the public " 
(page 87). But the argument is unsound. Aside from the obvious 
fact that the investment is not a loan (and if it were a loan , it should 
be repaid whether there are earnings or not) , objection can be made 
to using an analogy which quite begs the question. Equally fair would 
be the analogy to a long-time lease of property to the public , the lease 
calling for periodical revaluations. In such a case no one would claim 
that the original cost of the property affects the rental to be paid after 
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any subsequent revaluation. The question at issue is whether an in- 
vestment of capital in a public utility resembles more a loan or a lease. 
To claim that because certain rules govern a loan, they must also 
govern investment in a public utility is a logical non-sequitur. 

Much is said in current discussion as to equity in valuation. But so 
long as no agreement is reached as to what constitutes equity, it is 
feared that conclusions will be unsatisfactory. Perhaps it will ultimately 
be found that the solution is not altogether one of equity, but rests in 
part on expediency in the distribution of the risks and the advantages 
involved in industrial progress. In competitive industries little atten- 
tion has been given to the regulation of profits, although there are in- 
dications that such regulation may some time be attempted. But in 
public utilities competition is abnormal, and the present regime calls 
for regulation of prices and limitation of profits. Some find a criterion 
in attempting to secure the level of prices that theoretically might be 
expected had competition prevailed. Others go to the opposite ex- 
treme , even attempting to prevent the effects of such competition as 
actually exists, as is done where railroad rates are fixed so as to allow a 
fair return on the cost of the more expensive of two competing lines, 
although the new competitor thereby gets unusual gains. The former 
view emphasizes cost of reconstruction ; the latter, original cost. 

Difficulties arise whichever course is taken. If cost be chosen as 
the proper basis, shall the public bear the risk of making ventures in 
new enterprises, or shall all essays at improvement be delayed until in 
some mysterious manner they have been proved to be successes and 
not merely ventures? How can the public distinguish between the 
wise investor and the inefficient one? Or shall it allow " fair returns " 
on the investments of both alike? One course threatens the public 
with the burden of unwise ventures. The other threatens to impede 
progress and to stifle initiative. 

A solution to the dilemma is proposed in allowing unusual rates of 
return on speculative ventures, but refusing to continue such returns 
indefinitely. Thus Dr. Whitten says that, granting that twenty per 
cent was a fair return on capital invested in the first gas plant in New 
York, it is ridiculous to claim that ninety years later it is still entitled 
to the same rate. But there are difficulties in declaring the returns on 
a single enterprise to be excessive when the rate was no more than 
necessary to secure capital for the investment. Would it, for instance, 
be equitable, when one has gained the single capital prize in a lottery, 
to say that he was more than compensated for the risk, and hence to 
appropriate part of his winnings, although the price paid was much less 
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than the sum realized from the sale of all the tickets? If this were at- 
tempted should the single ticket be considered, or the total investments 
in that lottery by the individual who won the prize, or all purchases by 
all purchasers? Undoubtedly returns can sometimes be shown to be 
excessive, but it is hard to establish the fact satisfactorily. For the 
public to cut down the profits of the exceptionally fortunate enterprise 
resembles somewhat the refusal of an insurance company to pay the 
full amount of a policy , because it represents an inordinate gain on the 
premium paid by the man who was insured only a year before his death. 

But the greatest difficulty arises in connection with industrial im- 
provements. An investment is made, wisely and economically, and 
rates are fixed to yield a fair return. But in later years new methods 
are introduced, new inventions are made, which would make it possible 
to render similar services at greatly reduced rates. In ordinary indus- 
tries competition would arise, rates would fall, and the loss would fall 
on the original investor. But if returns are allowed on the basis of the 
original cost these results are not secured. The Supreme Court, in 
Smyth v. Ames, 169 U. S. 466, thus argues that to reduce rates so as 
to yield fair returns only on the price at which a new road might then 
be built would not satisfy the common sense of right and wrong, and 
would be neither reasonable nor just. Society is therefore to a con- 
siderable degree cut off from the savings which might arise from in- 
dustrial improvements, if the original cost is taken as the basis of rates. 
Equity may indeed be involved in the problem so far as earlier enter- 
prises are concerned. But in the broader question of a policy of 
regulation for new enterprises extending into the future, it seems that a 
satisfactory solution can be reached only in connection with the far- 
reaching problem of the proper sharing, between investor and public, 
of the risks and the benefits of industrial improvements. And this 
problem, which is not attempted in the volumes under review, involves 
much more than a mere application of accepted notions of equity. 

The cost of reconstruction, as the basis of rate-making, does much 
to secure to the public the advantages arising from improvements. 
But even its advocates generally apply it in a limited, ineffectual way, 
with a squint toward original cost. Estimates of reconstruction costs 
almost always consider the conditions under which the plant was 
originally constructed. The present prices of labor and material are 
taken, but these are applied under conditions approximating those 
when the plant was built. And seldom is any consideration given to 
the cost of constructing a substitute plant which utilizes a new inven- 
tion but renders equally efficient service. The present practice in- 
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consistently allows rates to be reduced if manufacturers find a way to 
produce steel rails more cheaply, but does not reduce rates to corre- 
spond with an entirely new invention. 

In treating depreciation the three authors show some differences. 
Dr. Whitten is the most logical and systematic. Mr. Floy is greatly 
at fault in confusing present efficiency with present value, and in mak- 
ing the irreconcilable statements that a machine has a definite life and 
that it is of equal value so long as it runs with equal efficiency. This 
is most baldly brought out in his diagram and in the statement : "Appa- 
ratus that is in use and rendering a service economically may for the 
purpose for which it was intended be as valuable as when originally 
installed, although its age may be approaching the limit of its life. . . . 
If its annual maintenance charge is no greater than in the earlier years 
of its history, its ' service value ' to the company as a going piece of 
property is as great as when first installed." An efficiently operating 
plant may conceivably maintain a constant value, but that can be only 
where the unit considered, as for instance the entire railroad, is re- 
garded as settled, perpetual and non-depreciating. Uniform value and 
terminable life are mutually contradictory, except where the value is 
nil. The " one-hoss shay " wore evenly for one hundred years and 
then suddenly broke down. In its last year it worked just as efficiently 
as in the first, and had no greater maintenance charge. But no one 
can say that it was as valuable as when it was new, or even as when it 
had still two years of service before it. But both in text and diagram 
Mr. Floy indicates that the purchaser will pay practically the same for 
a machine that has one year of anticipated life as for one having two 
years, and almost as much as for one having fifteen years. Mr. Fos- 
ter's view of depreciation in this respect is sounder. He errs, however, 
in stating that annual depreciation is the sum of the allowance for 
obsolescence, inadequacy etc. Mr. Floy rightly shows that the depre- 
ciation which will first cause abandonment should alone be considered. 

The subject of replacement, closely allied to that of depreciation, is 
not satisfactorily discussed, so as to bring out the exact relation between 
the two. Furthermore, there is some confusion as to the effect of 
borrowing to provide replacements and improvements. In a public 
utility, where rates are arbitrarily fixed to cover costs, the conditions 
are somewhat different from those in an ordinary commercial enter- 
prise. Rates may be fixed either so as to provide for necessary replace- 
ments, or at a lower figure sufficient merely to cover running expenses, 
leaving replacements to be provided by issue of new securities. It is 
not certain that consumers, so far as they constitute a fixed body, are 
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better off under one plan than under the other. Mr. Floy seems to 
claim an advantage under the first plan, and by the use of illustrative 
figures shows a saving thereby of nearly twenty-five per cent. But this 
alleged saving is due entirely to the difference in time of payments, 
and the estimation of interest thereon. In buying a house for $10,000 
it is not necessarily cheaper to pay all cash than to pay 'by giving a 
mortgage at three per cent. It is true that in the latter case, the total 
payments over a period of fifty years, would, if the mortgage were to 
run for that term, amount to $25,000 as against $10,000 where all 
cash is paid. Whether it is more desirable or not depends on the 
value of money in the hands of the purchaser. But where the body of 
consumers is changing, a real inequity may be wrought by compelling 
one group of consumers to pay for the expenses properly belonging to 
another group. Of this real difference Mr. Floy takes no notice. 

Similar considerations should be regarded in dealing with the problem 
of the treatment of early deficits, arising in the process of building up 
a going concern. Dr. Whitten criticizes the Wisconsin commission 
for advocating the capitalization of such deficits. The issue as he 
interprets it is between paying uniform dividends even though they are 
unearned in earlier years, and paying small or no dividends at first with 
compensatingly higher dividends later. But the commission, in the 
decision criticized, is not discussing any such an alternative. It is 
considering the relative desirability of allowing a permanent income on 
the sum representing capitalized deficits, or of charging consumers 
enough to reimburse the deficits. The commission argues against the 
repayment of the deficits, where these were necessarily incurred in 
building up the business, as being too heavy a burden on the con- 
sumers during the period of repayment. Dr. Whitten probably agrees 
with this, for he says elsewhere that the costs properly chargeable to 
one period should not be transferred to the consumers of another period. 
Hence deficits which represent the cost of establishing the business, 
and are therefore allocable to the entire life of the concern, should not 
be borne exclusively by the consumers of any single period. Even 
though the franchise terminates after a definite period, consumers need 
not reimburse the deficits, for they constitute part of the going concern 
value, for which the successor company will pay, and which will form 
a basis of charges to future consumers. Where the expense covers a 
permanent improvement consumers should provide return on the in- 
vestment, not return o/tht investment. 

Dr. Whitten further construes capitalization of deficits as the issuing 
of capital stock to represent such deficits. He is perhaps correct in 
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assuming that the commission could not have justified such a procedure. 
But he certainly exaggerates the evil of so doing. A company with 
$100,000 capital invests it all in a plant. Accumulated deficits neces- 
sary to the establishment of a going concern amount to $25,000. 
Provided that the valuation for rate purposes is held to be $125,000, 
which is sanctioned by Dr. Whitten as well as by the commission, it is 
relatively unimportant, so far as rates are concerned, whether or not 
this $25,000 is represented by an issue of stock. Nor is it significant 
whether rates are fixed so as to allow ten per cent on the original 
investment of $100,000 (as Dr. Whitten proposes) or eight per cent 
on $125,000. It is, however, a vital matter whether an expense of 
$25 ,000 shall be borne by all future consumers or shall be collected 
exclusively from the consumers of the first ten or twenty years. 

The amortization of franchise costs is discussed by all three writers, 
but without reference to some important problems connected there- 
with. It is evident that if the company pays a given sum for a twenty- 
year franchise, the consumers should pay enough not only to allow a 
fair return on the investment, but also to reimburse the cost of the 
franchise. But this implies a similar treatment in the case of the suc- 
ceeding company; and thus, from period to period, successive bodies 
of consumers are repaying to successive companies the cost of their 
several franchises. This means that the rates are made high enough 
to cause the consumers to pay into the city treasury the entire amount 
that the city receives as payment for franchises. It is virtually using 
the rates paid to a public utility as a means of taxing the consumers for 
the benefit of the city, and this when the utility is owned by a private 
corporation and not by the city itself. It may be perfectly good finan- 
cial policy thus to us>e a public utility as a means of collecting taxes 
from unconscious consumers. It is, however, rather interesting to note 
that with rates regulated so as to bring a fair return, the price received 
for a franchise is no burden to the company, nor gain to the city, but 
is merely a device for collecting taxes. 

Henry Rand Hatfield. 

The University of California. 

Railway Transportation. By CHARLES L. RAPER. New York, 
G. P. Putnam's Sons, 1912. — xi, 331 pp. 

Professor Raper states on his title page that his work is "based, 
with the author's permission, upon President Hadley's Railroad Trans- 
portation" and in his preface he informs us that his " chief purpose is to 
revise and enlarge Hadley's book. ' ' The enlargement has resulted in 



